- affirmed by at least 70% of the then Class A members.
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' Deat:Applicant:

. :We have considered your application for recognition of exemptidgn from federal
income tax under section 501(a) of the Internal Revenue Code as an rganization
described in section 501(c)(3). Based on the information submitted, e have

- concluded that you do not qualify for exemption under that section. §F
conclusion is set forth below. L '

.+ You were formed o operate a'chartef sdhool of the deaf and Hard:of

B he_arihi". You will provide grades kindergarten through the 12% gradefbeginning

. . The WD school year will have M students of whopn!
black \@Hispanic, WAsian, andWAmerican Indian. There will baWfaby
members of whom Wis black. No scholarships have been awarded.

. Your bylaws provide for an annual meeting of the board. Oth ‘meetings shall
be held at such times as the board by resolution may require. Notice fof reqular
. meetings shall not be required. Notice of the annual meeting to be hgld immediatsly
after.each annual meeting of Class A members shall be given by annpuncement at the

 in-office.

. Class'A member elect directors. Section 3.4 states that at all- meetins of Class A

" members a majority-of the then Class A members present or by proxyshall constitute
- aquorum of the Class A members for all purposes. Section & defin

members as the incorporators and/or any.individual who has contrib

. 2d not less than
one thousand dollars in money or fair market vaiue of property and sefvice

vices and -




N . N .

Your incorporators are SN and SN Paragraph
T i T : -

12 of your Articles of Incomporation states in part:

To the fullest extent not prohibited by any laws which
applicable,. . . no director or member shall be liable to t
corporation, any member or any other persan or entity &

&%@ - monetary damage, or for any other damages, liability og.

i . obligation of any kind for breach of fiduciary duty or for any..

o other claim, for any action taken, or for any.failure to tae any ..
action, as a director or membeér, i :

; . i Your web site address is _
- organizations and programs. Your website discu
B i FAQ About the

sses the

location is the same as the There is no ind

TR s = tax-exempt organziatoin,
' orgapizational chart of the &

.. Your web site indicates that you are a charter school.that wo
o 1 | ' The program for the Deaf and.Hard
~students'-was adopted in the fall of ]

environment that drews upon the: strengths of each other.

| Educational sérvio,es will be provided by a public.charter schoo
_The agreement for services -and facilities betwee
is for the short fiscal year beginhing

on:
~ twelve month period. The il shail furnish the following:

A. Services of teachers and teachers’ aids.

Video, computer hardware and software, Internet -

B. Technical support services including but not limited tj
by

connections, and computer technical services for us

the applicant and its teachers and teachers’ aids.
. Instructional, testing, and record keeping materials.

o0

-and all other services other than those above.
E. Use of offices, classrooms .and any other:real estate

Your website inci

. The two'schools exist toget}
LI

and unless and until terminated shall continue for ga

Your

iation that the
s listed in the

5.inconjunction -
.of Hearing

erin a cohesive ..

at W,

§ you and the

- Administrative, accounting, legal, consutting, tax, clerical. .

or




similar facilitied; together with utilities, telephone, arfl
custodial services and supplies, and use of furniture}
furnishings, fixtures, equipment and similar items. _
F. Liability, casualty and other insurance and use of métor
vehicles. :
G. Any other items, services or expenses that may be|:
~reasonably necessary in conducting said school. |

Per the agreement you will pay a reasonable amount for such
 facilities as provided. Such amount shall be agreed upen by the parfies and entered

on a cost schedule as of the beginning.of the school year. Paragrapl,5 states all
material (which tem includes, butis not limitetfto, intellectual properfy
programs, videos, curricula, etc.) acquired or developed by‘the ]
property of the Ml Section 6 states iat the (I shall not be: liab!
+ if any; incurred by the applicant directly or indirectly-as a result.of thele
1t8achers, teachers aids, students or other perséns using a
. facllities furhistied by the [l to the applicant. The agré
y general partners répresenting thie SR by _
“an'WEN limited partnérship and limited liability partnérship;
President. The cost schediile for the yearendin
a general partner, for the ,
signed as President,

g o «

\ . Your president is | A !
_ Secretary, Treasurer, and Director. and re

ervices and -

directors. None will receive compensation through SIS § and Sl
W =re disqualified persons as they.or entities controlied by them will pravide the

primary facilities or services to you. They or their families own more} han 35% of the
‘€ombined voting power and profit interest in Ayimited

liability company, and some other entities. They are the managers ogcontrol the
managers ofb and other entities. Most of the expected students and

teachers are, or have been, students and teachers of S0 |

- Funds will be from the state and from contributions. The finan: tial information
. Included: - o ' T B
Revenue _ e ' *
Receipts from e R
admissions ' '

|_Total revenue E__— M ' s

¢ N




[ Expenses
o Saléﬁes
OccUpanqy'

~ Instructional Aids - SYE District Administration SN $School A

| = Teachers - S Technical Services - $ Wil curriculum dpvelopment -

- S Special Ed-- SENE®Media Center - SIS’

‘operated for the benefit of private interests such as designated individ§als, the creator

Other *
Tdtal'Expenses

_ * Includes: WNENERNNN®. Tcachers -

curficulum development - SEy Personnel -

$

Technical Sef
Tuition Reimb. E

$ WD Technology ~WEER Special Ed - SR Media Center - §

' Personnel - 34l Tuition Reimb. Employees - $Wlly Instruct

bnal.Aids -
SWENY District Administration SWME®, $School Administration 4§

_T:echnology

 Section 501(s)(3) of the Code provides for the exemption frorn

: . : ederal incomie
tax of organizations organized and operated exclusively: far educatio
o . S E L RE

&l purposes?

¥+ Section 1.501(c)(3)-1(a)(1) of the income Tax Regulations stated'that, in order
to be exempt as an organization described in section 501(c)(3) ofthe Code, an  »
organization must be both organizednd operated.exclusively il onelor more df the
purposes specified in such.section. If an organization fails to meetef her the
organizational test or the operational test, it is not exempt. g
: ; o Sy Rode f . ‘
 Section 1.501(c)(3)-1(c)(1) of the regulationstprovides that an grganization wil
e regarded as "operated exclusively" for one or mo#s:exempt purposks only ifit
engages primarily in activities which accomplish oné or more of such; xempt puposes
specified in section 501(c)(3). An organization will not be so rega’r.detiif more than an
insubstantial part of its activities is not in furtherance of an &xempt pu

oda.
' Section #501(6)(3)-1(A)(1)(i) of the regulations states that an hganization is
‘ot organized or operated exclusively for ene or more -exempt purposds unless it
serves a public rather than a private interest. Thus, to meet the requirements of this
subdivision, it is necessary for an organization to establish that it is-nof organized or

or hisifamily, shareholders of the organization, or persons controlled, directly or
indirectly, by such private interests, ﬂ'% R
. ' E G K : +
' --Section 1.501(c)(3)-1(d)(3)(i) of the regulations provides that th?tel_'m-
“educational”, as used in section 501(c)(3), relates o~ & ¢ -




(@) The instruction or ity of the individual for tle purposepf
improving or developing his capabilities; or - & o

- (b) The instruction of tl'?e public'on subjects usefulfo the indivig
beneficial to the community. '

: : wE ‘ W
.+ Section 4958(a) of the Cede imposes a tax on excess benefit #ansactions, to .
be paid by any disqualified person referred to in subsection (f)(1) with respect to such

Jtrangaction. R S : PPN
Tod o . : e s : '
" ¥Section 4958(f{1) of the Code defines the term "disqualified prson” to mean
with'réspect to any transaction, any pérson who was, at any time durfig the 5-year
* petiéd-ending on the date of such transaction, ina position to exercise substantial
“influence over the affairs of the organization, a member of the family pf such an
" individual, or a 35-percent controlled entity. S

Rev. Rul. 76-81, 1976-1 C.B. 149, concems the purchase, in 3 transaction not
at arm's length, of all the.assets of a profit-making hospital by a nonptofit hospital-

- corporation at a price that includes the value of intangible assets, determined by the
capitalization of excess eamings formula. The ruling concludés that fhe transaction
does not result in the inurement of the hospital's net earnings t6 the Henefit of any
private shareholder or individual or serve.a private.interest precludingexemption under
section 501(c)(3) because an acceptable methed: was used to value the assets. The
revenue ruling « tates that where the seller controls the purchaser or fhere is a close
relationship between the two at the time -of the sale, there can bé no p resumption that
the purchase price represents fair market value because the elementt of.an am’s
length transaction are not present. :

Rev. Rul. 76-441, 1976-2 C.B. 147, presents two situations cohcerning school.
operations. In the first scenario a nonprofit school succeeded to the. assets of a for-
profit:school. While the former owners were employed in'the new. scool, the board of
directors was completely different. The ruling concludes that the trar for did not serve.

.

private interests. Part of that conclusion was based on thé independgnce. of the board.
In the second scenario, the for-profit school converted to a nonprofit school. The
former owners became the new school's directars. The former ownegs/néw directors
benefited financially from the conversion. The ruling concludes that gki '
. were served: The conclusion is stated as follows: ' T
- The directors were, in fact, dealing with themselves and will behefit
financially from the transaction. Therefore, (the applicant) is net operated




exclusively for educational and charitable‘ purposes-and does pot qualify '
for exemption from Federal income tax under section-501(c)(  of the:

n, D.C.. Inc. v. United itat

oo , 326 U.S,
278 (1945), the Supremeé Court held that the. presence of a single nog-exe

xempt
ardless of the

. purpose, if substantial in-nature, will destroy a claim for exemption r
number or importance of truly exempt purposes. ‘

Operating for the benefit of private parties constitutes a substantial nonexempt
purpose. . Qld Dominion Box Co. v. United States, 477 F. 2d 340 v(4t$ir. 1973), cert,
- denled 413 U.S. 910 (1973). _ ‘ .

. : Leon A, Beeghly v. Commissioner, 35 T.C. 490 (1960), providgd that where an

. exempt organization engages in a transaction with a related interest gnd there is
purpose to benefit the private interest rather than the organizatiori, exemption may be
- Jost-gven though the transaction uiltimately proves profitable for the exempt
orgahization. '

The petitioner in est of Hawail, 71 T.C. 1067 (1979), conducted training,
~ seminars and lectures in the area of intrapersonal-awareness. Such Activities were
{; - conducted under licensing arrangements with various for-profit corposg tions.. The .
" licensing agreements were conditioned on the petitioner maintaining ax exempt :
status. The petitioner argued that it had no commercial purpose of itg owri and that its -
_ payrments to the for-profits were just ordinary and necessary business expenses. The.

Court did not agres.

* To accede to petitioner's claim that it has no connection with |

femational
. (the for-profit licensor of the educational program) is to.ignore tgality.
While it may be true that the same individuals do not formally control

. them, Intemational exerts considerable control over petitioner's activities.
. It sets the tuition for the standard training and requires a-miningum
number of such trainings. It requires petitioner to conduct regular
seminars and to host special events. It controls.the programs:gonducted
.- by petitioner by providing trainers who are salaried by and-resppnsible to
.'EST, Inc., and it further controls petitioners operations by pro

: _ ) ding
' -management personnel who are paid by and responsiblé.to EST, Inc. In
' short, petitioner's only funetion is to present to the public for a fge ideas

;- that are owned by International with ‘materials and tlt-ﬂ'ner§ thathre
supplied and controlled by EST, Inc. Moreover, we note that petitioner's
., fights vis-&-vis EST, Inc., International, and PSMA are dependey

- .m’» ". M .v et -




existence of its tax-exempt status—an element that mdncates t;}e _
possibility, if not the likelihood, that the for-profit corporatlons ere .
trading on such status...

Regardless of whether the payments made by petitioner to Ink ornational
were excessive, International and EST, Inc., benefited substantially. from
+ the operation of petitioner, (Emphasis added) '

* InP.LL. Scholarship-v. Comm:ssloner, 82T.C. (1984), an organization
operated bingo at a bar for the avowed purpose of raising money fo ;scholarshlps -
The board included the bar owners, the bar's accountant, also a dirgetor of the bar, as
well as two players. The board was self-perpetuating. The Court repsoned that since-
the'bar owners controlled the organization-and appointed the organg c tion’s directors,

.. the!activities of the organization could be used to the advantage of thie bar.owners.
- The orgamzatlon claimed that it was independent because there wag separate
accoUntIng and no payments were going to the bar The Court was ot persuaded.

A reallstnc Iook at the operatnons of these two entmes howev shows

recelpts and disbursements does not change that fact.

,The Court went on to conclude that the' organization had a substan s
purpose
- In American Cam mpaign Academy V. Comm|§snane [, 92 T.C. 053 (1989), the
Tax Court was called on to decide whether benefits to third parties, iwho were not
members, would prevent the organization from being recognized agan exempt
organization within the meaning of section 501(c)(3)- -of the Code. The Court
concluded that the organization could not confer substantlal benefis on disinterested
persons and still serve public purposes: within the meaning of sectign 1.501(c)(3)-
1(d)(1)(ii) of the regulatlons

Seccndary benefits which advance a substantial purpose not be
construed as incidental to the organization's exempt educatignal -
purpose. Indeed, such a constriction would cloud the focusjof the
operational test, which probes td ascertain the purpose towards which
an organization's activities are directed and not the nature of the
activities themselves. :




36°(1989), the Tax Court considered the quallﬁwtron for exemptlon jnder section
501(c)(3) of the Code of a non-profit corporation that conducted .confjnuing medical
education tours. The petitioner had three trustees. Mr. Helin, who Wwas,a shareholder
andithe president of H & C Tours, a for-profit travel agency.  Mr. Regan, an attomey,
andia third director who was ill and did not participate. . Mr. Helin-serfed as executive

. drrector The petitioner shared offices with H & C Tours. The: petitionferused H & C

i Tours exclusively for all travel arrangements -The petitioner's coritrapt withH & C

: Tours permitted it to acquire competitive.bids, but provided that H & £ Tours would
always get the bid if it was within 2.5%. There is no evidence that tHe petitioner ever

. sought a-competitive bid. The Court found that a substantial purpose of the petrtloner ,
) wag beneﬁting the for-proﬁt travel agency. it concluded that i . '

, ;' When a for-profit organization benefits substantially from the anner in
1. which the activities. of a related organization are carried on, thg latter
organization is not operated exclusively for exempt purposes within the
meaning of section 501(c)(3) even if it furthers.other exempt gurposes. .

g . "We find that a substantial purpose of petitioner's operatrons e sto -
mcrease the income of H &CTours. H&C Tours beneﬁts frgm the

~+ arranged by H & C Tours: Approxumately 90 percent of petm ner's total

‘revenue for 1977 was expended on-production and distribution of

brochures. - The terms of the Travel Service. and Administratie Support

" Agreement furtherinsured that H.& C Tours wouid substantiafly benefit

' -from petitioner's operations. Petitioner did not solicit oompetl fve bids
from any travel agency other than H-& C Tours.

In KJ's Fun Rarsers Inc. v. Comimissioner, T: C. Memo 1997 424.

-1 997) affirmed 82 AFTR 2d 7092 (1998), the Tax Court found that gnother
gaming organization was not exempt. While the organization raised)r oney for
" charitable purposes, it also opérated for.the substantial benefit-of prij
interests. - The organization’s founders, Kristine Hurd and James Gogild,. were
the:Sole owners of a.bar, KJ's Place. The organization, through the pwners and.
employees of KJ's Place, sold lottery tickets exclusively at KJ's Placg during

*_ regular business hours. While in KJ's Place, the lottery ticket purchgsers were

sold beverages from the bar. The initial-directors were Hurd, Gould Jand.a
. related individual. The initial board was replaced several times until
- Gould were no longer on the board At all tlmes Hurd. and Gould




. andirent were no longer: paid in-this fashion indicated the incllependei?ce of the
board. The Court took another view. - S E -

~ Although those practices ceased and aré not in issue here, the current
' board of directors.is composed of at least the majority of the game
. members who allowed those amounts to be paid. This strongdly suggests
that Hurd and Gould are free to set policy for their own benefi} without
objection from the board: Nothing in the record since July 1, 1994,
indicates otherwise." s ;

priv;éte benefit and did not qualify for exemption. The Court of Appeals a@‘_fﬁ'rmed the
decision. 1t found that the organization had served the private inte asts.of its directors -
in maintaining and augmenting their business interests. '

* The Court concluded that KJ's Fund Rajsers was operated f%substantial

- In Redlands Surgical Services, V. Commissioner, 113 T.C. 44(1999), the Tax
Coirt held that a nonprofit wholly owned subsidiary of Redland Heagth Systems (a
501(c)(3) organization) operated for impermissible private benefit wien it ceded
efféctive control over parinership operations to private parties who ad no requirement
to operate exclusively for purposes described in section 501(c)(3). The organization's
sole activity was participating as co-general partner. with a for-profit gorporation in a

* partnership that owned and operated an ambulatory surgery center} An-affiliate of the -~
 foriprofit-partner was the manager of the surgical center. 1t received;a 6%
management fee under the management agreement. The.court clgsely examined the

H

structure of the relationships among the parties and stated:

Clearly, there is something in common between the structurg-of ‘
petitioner's sole activity and the nature of petitioner’s purpo in engaging
in it. An organization's purposes may bé inferred from its manner of
operations; its "activities: provide a.useful indicia of the orgarfzation's
purpose or purposes.” Living Faithy, Inc. V. Commissioner, |
(7th Cir. 1991), affd. T.C. Memo. 1950-84. The binding cony
~ that petitioner has entered into and that govem its participatipn.i
partnerships aré indicative of petitioner's purposes. To the &
petitioner cedes control over its sole activity ta for-profit partg
_independent economic interest in the same activity and having
obligation to put charitable purposes ahead: of profit-making g
petitioner cannot be assured thait the partnerships. will in facy:
in furtherance of charitable purposes. In such a circumstan
to the conclusion that petitioner is not operated exclusively
purposes...nothing in the General Partnership agreement, «

, we are led
ir charitable
-In any .of the
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" other binding commitments relating to-the operation of the Sui .
i. Center, establishes any obligation that charitsble purposes bejput ahead
" of economic objectives in the Surgery Center's operations. Th -General

' Partnership agreement does not expressly state any mutually, greed-
' upon charitable purposes or objective of the paﬂnershap

The court also looked closely at the governing arrangement the partnershlp
.|t llkened it to a board of difectors. - The court stated that the.compo _mon of the board
of directors gives an indication of whether the organization.is operate for public or
~ private purposes. The court quotad with approval from "Income TaqExemption of the
: Cantemporary Nonpmﬁt Hospital", Mancino, 32 St. Louis U.L.J. 1013, 1051 (1988)

‘ i The board of directors, its composition, and its functions are %
¢ tax exemption...the composition of the board provides important evidence.
that the hospital serves public rather than private purposes. .For,
- . example, it is.fair to presume that a board of directors chose from the
-+ community would place the interests of the community abovethose.of
' either the manhagement or the medical staff of the hospital. Fhus, the
relevance of the board is that its process should indicate whether the
hospital.is operated for the benefit of the community or to segure. benefits
for private interests,

© Aftera through analysis of the all of the operating agreemen' entered into by
the petmoner the court-reached the following conclusions. 3

Based on all of the facts and clrcumstances we hold.that peitioner has
not established that it operates excluswely for exempt purpoges within
the meaning of section §01(c)(3). In. reachmg this holding,
view any one factor-as crucial, but we have considered these factors in
their totality: The lack of any express or implied obligation offthe: for-profit-
mteresu; involved in petmoner's sole actlvrty to put chantabl objectlves

. the General Partnership; petmoner's lack of other formal or ipformal
control sufficient to insure furtherance of charitable: purposes; the long-
term contract giving SCA Management control over.day-to-day

* operations as well as a profit-maximizing incentive; and the fn: arket
advantages and competitive benefits secured by the SCAa xate.s as the

.result of this arrangement with petitioner. Taken i in-their ¢
factors compel the conclusion that by ceding effective contrsl
operations to for-profit parties, ‘petitioner impermissibly serv ‘
interests.
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_ In Rev. Rul. 61-170, 1961-1 C.B. 112, an association compo d of professional
private duty nurses and practical nurses which supported and operated a nurses'
registry primarily to afford greater employment opportunities for its mgmbers was not
entitied to exemption under section 501(c)(3) of the Code. Although ghe public -

. recéived some benefit from the organization’s activities, the primary penefit of these
activities was to the organization's members. Rev. Rul. 61-170 can ke contrasted with-
Rév. Rul. 65-298, 1965-2 C.B. 163. In Rev Rul. 65-298 a non-memb rship :
arganization provided seminars to members of the medical professign. These
seminars were-designed to lessen the time between the discovery of medical
knowledge and its practical application. Uniike the-organization.in %;/ ‘Rul, 61-170,
the benefits flowing from the activities of the medical seminar organ tion were of
dirdct benefit to the general public. SRR ¥ :

‘exér'np_t status. An organization must be both organized and operatéd exclusively for

Section 501(c)(3) of the Code sets forth two main tests for. q?gnﬁcatioh for
; on are sufficient

purposes described in section 501(c)(3). Your Articles of Incorpora
for satisfaction of the organizational test.
You must, however, also satisfy the operational test.. The regulations under
saction 501(c)(3) expand on the requirements for satisfaction of the]operational test.
"The key requirement is that an organization be operated exclusively for one or more .
exempt purposes. To determine whether this test is satisfied, sectien 1.501(c)(3)-
1(c)(1) of the regulations directs the Service to determine if the orggnization engages
primarily in activities which accomplish one or more. exempt purposes. -Section.
1.501(c)(3)-1(d)(1)(ii) of the regulations:expands on the operated exclusively concept
by providing that an organization is not operated exclusively to furthier exempt
purposes unless it serves a public rather than a private interest.. Based on the facts
" that you have provided in your application for recognition of exempfion; we are not able
" to'conclude that you are operated exclusively for public rather tha private purposes.

,Xoy,,wgrgjpgorpg@tgd to operate a school for the deaf and hard of hearing. ;
The operation of a school in the manner you describe furthers edugational purposes —- - ~——- -

i

within the meaning of section 1.501(c)(3)-1(d)(3)(i) of the regulatiogs. However, to
satisfy the operational requirements for exemption under section. 591(c)(3), you must -
also establish that your operations serve public rather than private ourposes. If even
one of your substantial activities has a private purpose, such as banefiting private

_ parties, you will not quaiify for exemption. See, Better Business. Bureau, supra.

' The information you submitted discloses tha and: NN
W created you. WS and WINEEND are Class'A memberg and have the ’
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combined voting power and profit interest in
" Tiability and some other entities. They are the managers or control

bean students or-teachers.of the L.L.C.
Through N ond AR various posiﬁdns. they

control of your affairs to the for-profit manager. and

Management agreement. We will discuss-various provision of the
LL.C. shall fumish the following:
.. A. Services of teachers and teachers’ aids.

computer hardware and software, Intemet connections,

teachers and teachers’ aids.
. Instructional, testing, and record keeping materials..

oo

-other services other than those above.

facilities, together with utilities, telephone, and custodial.
and supplies, and use of fumiture, fumishings, fixtures, .
equipment and similar items: , .

. Liability, casualty and other insurance and use of motor

' necessary in.conducting said school.
... .. _Asindicated above, the contract contains a list of services t
L.L.C. Each item is very broad. 'The contract is silent as to how-
negotiatéd. For example, it does not address who will develop the
frame for development, the approval process, or procedures to ha
- The rest of the provisions are equally general. This'is unusual in
coritract should provide detailed guidance to govern the relationsk

who are dealing at am's-length. o

. Also absent from this provision and from the entire manag
_statement about the charitable nature.of the activity to be manage

you your facilities and services. They or their familiés own more tha}js% of the

*".'B. Technical support services including but not limited to: \%.iseo

computer technical services for use by the applicant and |

" authiority to appoint your Board of'DireWis your President and WD
is your Vice President. S nd Por entities controlled’by them provide

n U imited

tHe managers of the

LLC. and other entities. . You stated most of your students and teac hers.are, or have

pletely control

your activities. The management contract you entered into with the'|..L.C. cades full

signed the
anagement

coritract to determine its effect on your ability to control your charitakle program: The )

d -

_'Administrative, accounting, legal, consulting, tax, clericaland all

E. Use of offices, classrooms and:any other real estate or sir ilar

ervices

ahicles.

F
G. Any other items, services orexpenses that may be reaspnably

 be provided by the

udget, the time
die a disagreement.

at a management
p between parties

: ent contract is any
, There s no effort

f"bbdge’t'will’b'e"‘"""’"""'"‘""'.'"" T




13

ma:dje:to establish that the mahag“er‘ muét manage-the facilities in ke
responsibility to continually satisfy the requirements of section 501(cX:

_ Absant any specific mention of this requifement, the manager, a for-g
has the responsibility to maximize profit. . '

{ The contract is for a twelve month period, which commences: @s of the opening’
of business on each July 1% and shall end as of the close of busines§ on the next June
30™ Unless terminated. Notice of Termiriation must be given in Aprillor May and
effective June 30™. ‘ S

The contract providés that the L.L.C. shall not be liable for dafr agjes, if any |
incurred.by you directly.or indirectly as a result of you, your feachel teachers’ aides,
students or other persons using.any of the services and facilities furgished by the
- LLC. : T

.1 * The management contract overwhelmingly favors the for-pro LL.C. Your

- creator sits on your Board of Directors and controls the L.L:C., thus;jwe conclude that
an independent board does not control you. You have entered-into p contract so one-
sided as to be considered an adhesion contract. These facts lead Us to conclude that
you-were created for the substantial purpose of fostering the entry the L..L..C. into the -
profitable charter school management arena. Your operations resuft in:substantial
private benefit to the LL.C. that is net incidental {o the operation.ofa school. In this -
‘regard, you are similar to the organizations discugsed in Qld Dominion Box Co., supra. . -
and Leon A. Beeghly, supra. R g ' v

The issue of private benefit has been the subject of several !
For example, ‘Rev. Rul. 61-170, 1981-1 C.B. 112, discusses an or ani
both a charitable and non-charitable purpese. While nursing the sigk was.recognized
asia charltable activity, the IRS determined that finding employmerg for nurses
bestowed a substantial private benefit on the participating nurses who controlled the
organization. Thus, the charitable nature of the activity was underqut by the benefits
flowing to private individuals. Situation 2 of Rev. Rul. 76-441, supra, presents a fact
pattern that is somewhat similar to your situation. The-diréctors.of i for-profit school
converted the school to-a non-profit school that they tontrolled. The IRS determined
~that the directors had structured the conversion so as to benefit thgmselves and ruled
that the organization was not operated exclusively. for exempt pu SeS
01, 1976-1 C.B. 149, explains that the presumption of an arm's lerggth arrangement is
negated when the seller controls the purchaser.. There is no rule f@rbidding one
individual from controlling a charity and.a for-profit entity. But, when the situation
occurs, it is the duty of the exempt organization to-act with the hi t degree of
fiduciary responsibility to counter the presumption. S
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. The operation of a school is a charitable activity. However, manner in
which you have chosen to operate your school bestows significant bgnefits on the
L.L.C. and your founders. The management contract cedes full contjol of your affairs
© tothe L.L.C. and guarantees your founders and the L.L.C. compensation that does not

. appear to be in proportion to the services provided. The private bengfit in this
arrangement is intentional rather than the result of unsophisticated drafting. Your by-
laws were drafted specifically to permit:you to enter.into contracts in hich your

_ diréctors and officers have a financial interest. You have entered.intp a contract with

_your creator that is not at amms-length and urider the terms of which:}(1) you can not
" conitral your activities to insure that they achieve exempt puiposes; ) you are not in
control of your curriculum or your teaching staff so that you.can not fisure that you will
- coriduct educational programs. Your Articles of Incorporation that np director or

- member shall be liable for damages, liabilities or obligations of any Hind ‘for breach of
. fiduciary duty or any-other claim, for any action taken, or for any failgre to take action
- as'a director or member. Rather than establishing a high degree of iduciary
responsibility, it is clear from your submission that your Board of Dirgctors has no

power to act as a fiduciary to protect you from exploitation. '

The private benefit to your founders-and the L.L.C.. would def eat exemption
under section 501(c)(3) even if your Board of Directors were independent. est of
Hewaii, 71 T.C. 1067 (1979), concemed: a franchise arrangement it which the exempt
organization purchased its programs and staff from for-profit entities. Aithough there
was no structural relationship between the entities, the Court infe
of benefits flowing from the exempt organization to the for-profits thiat they had
substantial influence over the non-profit's.operations. The Court rujed that est existed
for the benefit of the for-profit entities and.could not be-exempt. In pour situation, you -

_aré providing benefits that are in excess of the benifits provided by est of Hawaii.

" The Court in P.L.L. Scholarship, supraalso considered ths rplationship between
the requirements for-exemption under. section 501(c)(3) and the bepefits flowing to
noncharitable interests. P.L.L.'s Board of Directors isvery similar tp'yours in that the
creator of the organization controlled the choice of board-membergand the board was
self-perpetuating. The Court concluded that the activities of the organization and the

creator's bar where the activities took place were so intertwined:as to.bé "functionally .
inseparable.” Your activities and the activities of the L.L.C.'s are ajso "functionally
inseparable.” You have, in fact, ceded all of your activities, even tye activities of your
Board of Directors to negotiate and execute contracts, tothe LL.G - ,

' InKJ's Fundraisers, supra, the Court also focused on the e of the Board-of
Directors. The organization had dropped some of its most offensife activities prior to

dd from the tofality - -




- ‘endeavor. The Court viewed the contracts entered into by the partigs
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Court consideration. But, because the Board had initially perrhitted thé enriching
activities, the Court determined that private interests were still in confjo! of the
orgariization. in your case, your founders and the L.L.C., through thejr contractual
relationship with you, have created a captive market in section 501 (cX3) schools.
Because of their relationship with you. they are ini a-unique position t ‘reap the benefits

of the emerging commercial charter school management market.

in International Post Graduate Medical Foundation, supra, thej Tax-Court
considered the relationship between an exempt organization and a related for-profit
travel agency. The contract was written g0 as to exclusively favor the. fof-profit H & C
.Tours. The relationship created a captive market for the fravei agen in the business
‘génerated by the exempt organization. Because of this substantial snefit, exemption
~ was denied. Your contract with the L.L.C. is similar in that it creates captive market
of charter schools dependent upon the L.L.C.'s services. 1.

The Court in Redlands, supra, engaged:in a searchirig analygs of the
relationship created by the petitioner's participation in the parinership agreement to
support its conclusion that the organization did not qualify for exem jon.under section
" 501(c)(3) of the Code. A major factor in the Court's conclusion was thatthe |

a charitable

partnership was under no obligation to conduct the surgical center
as useful indicia

- of thie-organization’s purpeses. ‘As in Redlands, you have not requiged fhe: LL.C.to ..
~ manage your activities to insure that you-will continually meet the refjuirements for tax -
exempt status. Your management contract plainly demonstrates that your.purposes

" are not exclusively charitable, The Court also discussed the importance of a public

- board. It felt that a community board would place the interests of community

before private interests. Your Board of Directors is selected by youj Class A members
(Mr. Flake and Mr. Wade). You do not have a board representative] of the:general '
public. You have, as the organization in Redlands did, ceded contrpl to. for-profit

interests. See also, American Campaign Academy, Supra. -

. Sectiort 4958 of the Code imposes a tax liability.on any individ ual in a positionto .
influence an exempt organization who.receives.an excess benefit fom that _
organization. If you were recognized as exempt, it isimost likely that your officers and -
directors, as well as your manager, wouild be liable for tax under segtion 4958 because
of their substantial influence over you, their manipulation of their cdntract negotiations
with you and the excessive nature of the benefits flowing to them. |. . -

I You cannot be distinguished from the' . :Based upon

- your website, your activities are entwined with those of the o

* Your faciliies are the same based upon the address. You appear go be a program
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- designed to increase the benefits:of the_ -Th‘ re is no
. evid_é“"e that the WNENENRNEEENNED s other than:a for-profit organziaton..

" In conclusion, your activities bestow an uneamed-benefit on pgvate interests.
Your founders exercise total dominion and control over your activitiegtthrough their
Claés A membership, position of authority, and ownership interested jn the for-profit
orgariizations that own your facilities and provide.you services, You haveé signed away
your ability to insure that your activities will be.conducted to achieve gharitable
purposes. You cannot satisfy the basic requirements for exemption, §n that you fail the

. operational test. You are organized for private rather than public purposes within the
.meaning of section 1.501(c)(3)-1(d)(1)(ii) of the regulations. . L '

?Accordingly, you do not qualify for. exemption as an organizatio ;;pes_cri'bed in
* .gecfion 501(c)(3) of the Code and you must file federal incqme-'tax r%\_ums.

o Contributions to you are not deductible under section 170 df.'th#_'(:ogg._

.. You have the right.fo protest this ruling if you believe it is incorrect. ; To protest,
you should submit a statement of your views to this office, with a fullfexplanation of
your reasoning. This statement, signed by one of your officers, must be submitted '
within 30 days from the date of this letter. You also have a right to dconference in this
. pffice after your statement Is submitted. You must request the conf grence, if you want
oné; when you file your protest statement. If you are to be represened by someone

-* whe.is not one of your officers, that person will need fo file a proper power of attorney
- . and otherwise qualify under our Conference and Practices Requirergents. -

If you do not protest this ruling in a timely manner, it will be con
Internal Revenue Service as a failure toiexhaust available administrgtive remedies..
Section 7428(b)(2) of the Code provides, in part, that a declaratory idgement or
decree under this section shall not be issued in any proceeding uniges the Tax Court,
thé United States Court of Federal Claims, or the District Court of e United States for
_ the District of Columbia determines that the organization involved has exhausted

administrative remedies available to it within the Internal'Revenue Service: -
" If we do not hear. from you within 30 days, this ruling will becorge final and a copy .
will be forwarded to the Ohio Tax Exempt and Govemment.Entities K TE/GE) office.

Thereafter, any questions about your federal income tax status shog
that office, either by calling 877-829-5500 (a toll free pumber) or. sef]
. correspondence to: Internal Revenue Service, TE/GE Cusfomer Segvice, P.O. Box

. 2508, Cincinnati, OH 45201. The appropriate State Officials will be
action in accordance with Code section 6104(c). -

AN

et
e,
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‘When.sending additional letters to us with respect to this case, yi
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. theirreceipt by using the following address:

internal Revenue Service
T:EO:RAT:4 Rm. 6236
1411 Constitution Ave, N.W.
Washington, D.C. 20224

- 1 Jf you have any questions,

.Englosure:

.-
oy -

1

bu will expedite

: plesse contact the person whose name and telephone
. number are shown inthe heading of this.letter.

g
J

_Sincerely,

~erald Vo Saof

. Gerald V. Sagk
'Manager, Exgmpt. Organizations
Technical Sroup 4 :

[TIEO:RA:T:4 _ |r€osfar-y
: 4 viewer




